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MATTER OF: oObligating Letter Contracts

DIGEST:

Where a letter contract and the subse-
quent superseding agreement are entered
into during the same fiscal year, the
cost of both conktracts is obligated
against the sawe fiscal year appropria-
tion. However, when the letter contract
is entered into during cne year and the
superseding agreerant is not definitized
until the next fiscal y=ar, then it is
appropriate to oblicate only the maximum
liability which may b2 incurred under
the letter contracc against appropria-
tions current whzn it is entered into.
The superseding contract is obligated
against aporopriations current when it is
definitized and encered into,

This decision is in responce to an inxjuiry from Kamal J. Rahal,
Director of ihe Procurcient and Coatracts Staff, Office of Personnel ana
Administration, Justice Manage.nent Diviszion, Departiwent of Justice, seek-
ing our quidance regarding the correct ranner of recording the total
obligation for letter contracts covering bona fide, nonseverable require-
rments of a given fiscal year when an annual appropriation is involved ard
the latter contracts may not be definitized before the end of the fiscal
year.,

The Director's inquiry is prompted by difficulty incurrad in
amplying principles stated in two recent decisions of this Office. Our
decision in the matter of HUD's Cbligating No Year Contract Autherity,
8-197274, February 16, 1982, stated that ‘etter contracts: "* * * may be
recorded as cbligations only to the extent of the amounit necessary to
cover expenses to be incurred by the contractor prior to the execution Of
the definitive contract, 34 Corp. Gen. 418, 421 (1955); B-127518, May ‘1C,
1956,

additionally, our dzcision in the matter of Obligations and Charges
Under Smal? Pusiness Service Contrs 60 Comp. Gen. 219 (1981),
indicated that under the “cona fide roed rule established by this Office
when construing 31 U.8.C. § 1507 ({ormerly 31 U.S.C. § 7122), avnual
appropriations may only be agplisd to the payment of espenses properly
incurred during that year, that is, a "hcra fide need” which exists at
the time the contract is executed.
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Furthermore, we pointed cut thit since 31 U.S.C. § 1501 makes
appropriations unavailable for goods or servicss which do riot represent a
bona fide need of the fiscal year zougat to be charged, if a valid
contract cbligation for services arcse in the prior fiscal year, furds of
the subsoquent fiscal year could rot be uz2d to pay tor them without
violating the prohibiticn of 31 U.S.C. § 1341(a) (formerly 31 U.S.C.

§ 665(a))

Basad upon these two decisions the Divector ques tiowo whether letter
contracts entered into during onsz fiscal year may be sugerseded by a
definitized contract entered into during a subsequent flscal year. He
states:

"Tn accordance with 41 CFR 1--3.408(c) (4),
such letter contracts normally state a
maximum Government cost liability cenerally
rot evceeding 50% of t:e total estimatsd
cost of the procureneat. Wnen thass letter
contracts are definitizad, additionzl fund-
ing has to be available to cover negodtiated
costs in excess of initial Government ©ost
liability of that dollar amount.

"In view of the 'bona fide need' rule, we
rust conclude that total funding for these
letter contracts and the superseding
definitized contracts has to come from the
funds of the fiscal year ip which th2 bona
fide need for a nonseveraple re nullzﬁéuu
arose and the letter contract was exe-
cuted. PBeczuse en annual eappropriation is
involved, the obligation of thesz funds
would have to take place before the fiscal
year ended. Otherwise, the additiccal
funds required for definitization would
normally no longer be available.

"Given the'lwna fide nced' rule, the
application of your Decision B-137274 to
letter contracts under the circurstancss
set forth abcve places considerable vres-—
sure on the Covernment to gettle with
contractors and definitize these leotter
oontracts not later than the end of the
iscal year in which they were executed,
If the Governnent did cot do so, neither
funds for that tiscal year nor the f£ollow-
ing fiscal year appear to be available for
definitization. Furthermcre, the maximum
Government cozt liability set forth in each
of these letter contracts would becone the
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‘price ceiling for a contract definitized in

a subsequent fiscal year. Because this
dollar amount is generally 50% or less of
the total estimated cost, it is highly
unlikely that settlement and definitization
would occur. Most likely, these letter
contracts would have to be terminatad, the
contractor would receive payment for the
work he had partially performed and the
Government would be without the corpleted
product or service for which it had
contracted.

"Late in Fiscal Year 1982, we found it
necessary to let two letter contracts
covering bona fide, nonseverable require-
ments of that fiscal year, funded by an
annual appropriaticn for that fiscal year.
It was apparent that definitization of
these letter contracts could not take place
before the fiscal year ended. Accordingly,
the acrounting and appropriation data on
the face of these letter contracts provided
funding in an amount estimated as suffici-
ent to cover total contract performance
under the letter contracts and the super-
seding definitized contracts. In each
instance, the maximum monetary liability of
the Government was set forth as 503 of that
amount. This procedure appears to conflict
with your decision in B-197274 * * *,
However, it is our view that the foregoing
procedure of obligating funds on the letter
contract (while limiting the Government's
liability to 50% cor less c¢f that amount)
establishes the maximum monetary liability
of the Government under the letter contract
and cotplies with the 'bona fide need' rule
because funds of the appropriate fiscal
year have been set aside for definitization
purposes.

"If this procedure is not acceptable, we
request your advice as to an acceptable
procedure to make additional funds avail-
able frem an annual appropriation after the
fiscal year has ended. * * **

It appears that the question presented arises from a misconception
of the bona fide need rule. Under that rule, obligations may only be

incurred to satisfy bona fide needs of the period of appropriation
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availability. That is not to say, however, that the needs of a
particular period must be fully satisfied during that period. An
unfulfilled need of one period may well be carried forward to the next as
a continuing need with the next period's appropriation being available
for funding.

We note that letter contracts are used only when no other con-—
tractual arrangenent is possible to cover payments for work which must be
commenced immediately, but prior to all the details (sonetimes including
cost) having becn agreed upon by the parties. See 41 C.F.R. § 1-3.408,
Thus when a letter contract is entered into, the parties contemplate
reaching agreement as tc certain matters which will later be recorded in
the definitized agreement and this contract will then supersede the
letter contract. Decause of the indefinite nature of the transaction to
which the letter contract applies (including price) agencies are required
to include a statement of the Government's maximum liability to assure
that the contractor Jdoes not incur costs in excess of amounts available
in appropriations or apportionments for that contract. therwise,
violations of 31 U,S.C. §§ 1341 or 1517 (formerly 31 U.S.C. § 665(a) or
(h) respectively) might occur.l/ Thus this clause limits the maximum
recordable obligaticn under the contract.

Consequently, where a letter contract and the subsequent superseding
agreement are entered into during the same fiscal year, the cost of both

1/ 31u.8.c. § 1341 provides:

"(a){1) An officer or employee of the United
States Governnent or of the District of Columbia
government may not--

"(A) make or authorize an expenditure or
obligation exceeding an amount available in an
avpropriation or fund for the expenditure or
ocligation: or

"(B) involve either government in a
contract or obligation for the payment of money
before an appropriation is made unless
authorized by law, * * **

31 U.S.C. § 1517 provides:

"(a) An officer or employee of the United States
Government or of the District of Colunbia
government may not make or authorize an
expenditure or obligation exceeding--

"{1) an apportionment; or

"(2) the amount permitted by regulations
rescribed under section 1514(a) of this
title, * * *"
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contracts is obligated against the same [iscal year appropriation.
However, when the letter contract 1is entered into during one year and the
definitized agreement during the next, then it is appropriate to obligate
only the amount of the maximum liability which may be incurred under the
letter contract since the undzrlying contract docunent supports obligat-
ing no more. Once the agrecment is definitized {which is by rno means a
certainty) the letter contract is superseded and the legal liability of
the parties is m2rged into the new contract. The definitized contract
then supports obligating against the apoiopriation current at the time it
is entered into since it is, in fact, a tona fide need of that year. The
amount of the definitized contract would ordinarily be the total contract
cost less either the actual costs incurred under the letter contract
(when known) or the amount of the maximum legal liability permitted by
the letter contract (when the actual costs cannot be determined).2/

We note that we have held that cost increases in cost reimbursement
contracts which encsed contractually stipulated ceilings and which are
not basad on an antecedent liability enforceable by the contractor may
properly be charged to funds available when the discretionary increase is
granted by the contracting officer. E/ Since the Covernment is not
legally liable beyond the amount set forth in the letter contract, and

2/ See 31 U.S.C. § 1501 which provides:
"(a) An amount shall be recorded as an
obligation of the United States Government only
when supported by docunentary evidence of—

"(1) a binding agrecment between an agency
and another person {(including an agency) that

1g—

"(A) in writing, in a way and form, and for
a purpose authorized by law; and

"(B) executed bhefore the end of the period
of availebility for obligation of the appropria-
tion or fund used for specific goods to be
delivered, real property to be bought or leased
or work or service to be provided; * * *"

3/ Sec our decision in the matter of the Envircnmental Protection
Agency--Request for Clarification of R-195732, Jure 11, 1980, 59
Comp. Gen. 518, 61 Corp. Gen. 609 (1942).
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any additicnal liability is not incurred until the Goverrment and
the contractor definitize their agresment, we se2 no reason for not
following a rule similar to that articulated with regard to obligating

funds under cost contracts.
i iﬁh&/\/
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n/ Comptroller al
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